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BASIC ELEMENTS OF. 4 OF. ACCOUNTING : at rie 


Say ’ 


owe 


oo "puRPOSE OF _AocolutG’ Recomns 


Accounting’ has” veer. defined as “a science which tneate oft the. eystenatie 
regording 3, cotipilation, and gresentation in’ a comprehensive ‘manner.-of | 
the financial onerations of a business organization." The purpose of ao- 
counting ‘records ‘is’ to pr ‘ovide a written history:of financial facts: and. 
transactions in such form that they may be summarized’ and presented in~ 
statements showing the financial condition of the business at a given date 
and the results ned, operations during a stated: ‘period. ‘of, ‘time... pay 


The above definition may seem to ‘limit the application ‘of accounting ' tO 
Paalce sheiaat sans engaged in pen Ey AGRA) oe a 


eet eh Sd 


vars ance plang ‘e eee fineneiad ae 
foe. pe ey putes: coenaey institutions: : and other ni best ne 
iim line such as REA Gooperatives. ee Me 


aes ‘and fat beret ‘those ‘records in terms which itl make them, of inves 
service to the management in the formulation of policy. | : 


The texts to follow have Yeon prepared in a manner thought best: to ‘achiev 
the aim of. ‘teaching ‘the. fundamentals: of accounting and at the sane time , 
the student every opportunt ty Re: learn in Pech, a88 hon. just -how: bee 


the complex, apply Ne Poe specific ‘tasks of the ee bockiceeper. 


Accounting deals seneratins with monéy Lene 4 ‘pais: Statieieal. abe may. a 
¥ be, and often are, compiled through the accounting records; for mn pe 
ape - production and sales of electric energy, hours of employees! . labor, . ‘trans 
- portation, materials and such other data as may be Maoh ia in analyzing» 
construction and opérating transactions. : Bt ae NNN so di ota 


f kouaing 


Z 


BF > 


| iss Text No. 


commercial, and economic principles. somewet: the two are so closely re- 
lated that it seems better to regard bookkeeping simply as a pert of the 
science of accounting without attempting to make any definite line of 
distinction. 


The theory of accounting principles concerns the proper analyses of 
business transactions and the presentation of facts in financial statements 
and reports in such manner that all pertinent information is accurately 
shown. The practice of accounting involves the application of these prin- 
ciples to a given set of business transactions. It is the puryose of these 
texts. to develop the subject in such a way that the reader may be able to 
obtain a practical knowiedge of the general procedure in accounting as well 
as to comprehend tne reasons underlying the procedure. 


Accounting is essential to modern business. The financial success of eny 
enterprise often depends upon the edequacy and accuracy oi records. The 
Wide expansion of business ‘enterprise hus brought about a situatior 

whereby managers and directors mugt be furnished each dey, week, or month 
with pertinent information regerding different aspects of the organizations 
which they direct. Greditors demand accurate statements. of financial 
condition, showing the ability of the business. to meet its cbiigations. 
Investors in an enterprise or members of 4 cooperative desire to know the. 
stability of their enterprise. Governing bodies require accounting date 
for purposes of taxation and regulation. 


3. BASIS FOR #STaBLISHING ACCOUNTS 


Any proper end accurate system of accounts commences with and is based 
upon 4 statement of Pinunciul condition at a given date. “uch a stutement 
should present the following facts:- 


) The value of ell property owned, or total assets; 

) The amount of debts outstanding, or total liabilities; 

) The'excess of asscats over liabilities, which represents 
net worth, of propt aps gies interest. | 

In the event the total Salt aaa owed are in excess of the value of 

property Se uaiae there Monae be no’ proprietorship inte rest, ; 


o 
f—" 
- 


4. aSSELS DEFINED 


An asset may be defined as all property. of vaiuse, tangibie or intangible, 
owned by an individual or corporation. 


When it is said that e pusiness or individual has "property," this e 
mean that it has title to certain real or personal property or it may mean 


L 


"BASIC ‘ELEMENTS OF ACCOUNTING 
rissa NO wet 


partial ownership. “In eek 4 Paanat and: anything attached cies is real 
property; and movable property is personal property. The word: "prceperty" 
means a thing of value owned, or an interest in or a future right to real 
or personal property. .Tangible‘property has physical body, intangible 
property does not, examples of ‘the latter being such things ‘as-a share of 
Stock, a promise to pay money , patent rights, and so forth. Things owned 
may or may not be of value in themselves to the Owner 5 but if property 
rights may be exchanged for things needed or desired, they are always 

_ capable of being evaluated in terms of money - 


>» LIABILITIES DEFINED 


re 


A liability is a debt or a financial obligation of a business due either 


immediately or at some future time. It is a legal right enforceable against 


the business. The obligation may be an unsecured claim or one wholly or 
partly secured by a lien against certain business properties. Liabilities 
represent the creditors! interest in the eos of a business. ; 


6. - CAPITAL . 


In the economic sense, "capital" refers to assets. It is “important to 
understand that in accounting terminology capital usually represents the 
excess of assets over liabilities. -Capital is also referred to as net” 
worth, net assets, or proprietorship. Capital represents the owner's: 
equity in the assets of the business. | : 


A net loss or "deficiency" is an excess of liabilities over assets. Ina 
sole proprietorship this would represent the owner's ag ek to business 
creditors, 


7. EXAMPLES OF ASSET CLASSIFICATIONS 


Assets are classified according to separate and distinct types and.each . 
type has an accepted name in accounting parlance. The titles that apply to 
some of the more common and Tperaat assets of a reteil business are 
explained below, 


"Cash" as used in aceite inetigse not honey money on hand but also bank 

account balances or commercial paper redeemable. in cash upon demand 

(such’ as checks, money orders, etc.) at a banking institution. It should. ~ 
be noted that the term excludes marketable securities and Special deposits 

that are not subject to demand wane a: ear, Eaves 


"Notes Receivable" represent written promises to pay. They are made 
by others in acknowledgment.of debts owed to the business. The classifica 
tion may include drafts or acceptances as well as promissory notes. 


"Accounts Receivable" generally represent the amounts owing from cus— 
tomers for services or goods sold on open account. These are oral promises 
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pote money ‘and may. also include amounts. due on open account fromidehterean 
“other than trade customers, In REA these accounts are called "Accourits 
* Receivable ~ onsumers ;" and represent. amounts due for. sales of aia 


“te the: ‘books: of account, the amounts: owing from each customer are’ recorded ay 
. ately under the bookkeeping classification known as "Personal A¢count", Bs: 
<a the title-is the debtor's name. In a financial statement, “however, 
all’. of these personal account balances are combined and stated as one — i 
amount under the classification of "Accounts. Receivable". <A list or schedule 3 
may be attached te the statement showing the amounts due, or ‘to become na 
dhe, fron. each of the ‘individual debtors. : ; 


iNerchandias Inventory! er “Laveatory" represents he amount of stock 
-in-trade available for. purposes ef sale at a given date. Inventory is 
determined ‘ COU Asthng, and SScerysinine the value of wagiaahcct 


“goods ered» 


Those REA coonialivat ed ok deal in t mateneas: aa ‘supplies for. resale 

make use of the ordinary retail business type’ ‘of merchandise inventory 

to designate such materials on hand at a given time. The chief stock-in- 

trade of- electievs companies$ however, is a flow of electric current which 

of..course - -cannat:she—inventoried in this manner.’ The main inventory problems 
of REA cooperatives are» those connected with ‘the money value of line 

materials and supplies. on, hand, such materials being held for the purpose 

of constructing Hew’ lings: ‘and repairing and angered cha older ones to 

Foct lt tate at sale of ourrent to the consumers, j 


RiUPYepaid i SSWa dda wepnoeant: amounts expended putenee censiaeeee expense 
until some future time when the services paid for are réceived or supplies 
on hand are used. Common: examples of this type of asset include Prepaid 
¥ Insurance, Stationery, and Supplies. .o% .& 
: ; ¥ ; , “ 
““Furniture and-Fixtures" refers to movable partitions, showcases, counters , 
: eabinets, chairs, desks, etc. used in the business and not held for purposes 
Bi: of-resale. "Office Furniture and Equipment" is the. title of. this type of 


Me account in the RBA system of accounts. 

oi) 1 ° 

? tines includes al. nee owned and. used by the business. 

Be : Mana" Weprecents ohne ie of land omed by the business, including - 

es that upon which buildings are situated. Sometimes’ land and buildings are 
‘ carried as one account, under the title "Real Estate"... While this’is not 


My incorrect, it is preferable to carry these items separately'so that a value 
is ‘established for. each. The reason for this. is that land does not ordi- 
His ees Sa aweadg in value while. are ane aon to cor anedie ee sen nae 
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in value due to use, lapse of time, and action of the elements. 
8, EXPLANATION: CF COMMON LIABILITIES. 


Liabilities, like assets, are classified into different groups and the 
name of each classification has been mcre or less definitely established 
by custom and ae SOT of the usual titles are given; a 


"Notes Pay&blett represent outstanding written promises to pay, 
made by the business in acknowledgment of debts owed to others. 


“Accounts Payablet pecnecune obligations owed by the business to 
its creditors on open account. These may arise from the purchase of 
merchandise, supplies, SOPVICeS 5. or. sa eau 


In the books, a aan is made ie the amounts aud, en creditor by the. use 

of personal accounts: In a financial statement , however, the various 
accounts may be combined and shown under. the heading of tkeeounts Payable" 
and*an itemized: schedule ‘prepared listing the amounts owed to the individual 
creditors. ee Waa) ea? ea) ee a 


"Accrued Expenses" refers to accumulating but unpaid claims against the 

business, usually for. services received. The commen examples of this kind of _ 
-VMability are salaries and. interest, which — accrue daily but are not due | a 
until a. cane future date. | | 


eve saee Bapstial ‘represents a written obligaticn which-has. been secured 
“by mortgaging one:or:more of the business assets. Ordinarily the mortgage 
_ is placed on'land and: byilding—-real property. Without going into the . 
“technicalities of a mortgage, it may be stated that the creditor has a> 
certain right in the mortgaged asset by way of security for the as. 
of the debt. ‘The obligation itself is usually in the’ form ‘of ‘a eo coca 
note | or bond. A May si a Meas . 
The eee of such mortgage notes made to the Federal Government by 
an REA cooperative are set up as a liability on the GOCR eran ots books in 
an Tanabe iti aia esas eatin enor s Obligation". Bae ns 


9. CAPITAL, TEUSTRATED 


The anal "Capital" ety MjePieieneyt have already been defined. For 
purposes of illustration, assume. tat John Smith on July 1, 1939, owns one 
following property: Cash %8,000, Governinent bonds w2,000, land 2 y500,: and 
building’ $7500. If Smith hed no Crane his worth en be $20,000. “aes 
‘However, he ovres a Oe 000 note secured by mortgace on the real estate. nan 
Although he owns assets totaling $20,000, “his capital equity is’$15,000, 


re oe RO TRC es 
2 ‘as shown by the following Statements ; . ! 3 ee 
Das john Snith. ms BAERS IR Cea ispiy sedi: 
| Statement of Assets, Liabilities and Capitel — 5p ety. 


: As of July 1, 1939 : 
a ea 4 sist eS ‘ ‘ ea Wen e . ; & 
; Assets ' Liabilities Me. 
y ig Cash # 8,000 a ; _ Mortgage Payable — p 5,000 
_ Government Bonds rh 2,000 Sita RAD ae a | 
| building ee Vb OD Pye Meee ae eee bie, col! oR 
4 Land . 2,900 dohn Smith, Capital 45000 
7 $20,000 gateptie ts, IN gust «0, OVO 
= 
-  & summery of tne facts shown by the statement would be: Jlotal assets of the 
_ business are worth 920,000, in which the creditor's interest is “5,000 
» and the proprietor's equity is $15,600. In . ee VAC ee! See oe 
Instead of the situation above, assume So. Tom Brown nas ASSeUs end rs 
» liabilities as-given below. Im this case, a deficiency rather then, cé apital — a 
Meoroleclosed. yet : 
: » Tom Brown Rte ae f as “ges ee a ee 
Statement of assets and See DLT WEOS yh aes | See, gee se’ 
2) is off December 31, 1938. rinae Oar ene ip hc ope tae Eee ae 
£8 OF vecomout 242 4729 ‘ - 27 vie = Was 4 
nd Deficiency Pepe Teen tan Liabilities 
BOOS Takes Payable i ui | Bape. 
60U halt tte ene Wegcs Payable bo Oe 
eee aac e B . Notes Payabbe ss Js oo 8233 000- 
mn ture end eeiveires . 500 ; Agerued Interest on Sab A RN toa 
: ti Notes SO BOE. 
Brown, fee 850 | Accounts Peyable  °  _ 33250 7 
7 % 6,750 | § 0,750 
- ACCOUNTING EQUATION 
e capital is the excess of assets over liabilities, We may. state that felis 
ts - Liebilities = Capital. by transposition we change the. negative “to. 


p sitive and derive what is known as the fundament bad equation of accounting:~ | 
bos deh x eee Ao Caal tale: ; ed 


equation is “the founda ‘tion upon wate a the entire structure of double glk = 
accounting. theory. rests. Therefore, note erticuierly its derivation 

eaning: The total of the business u sseuts is equaled by the cre -ditor's 
est and the owner's equity in those assets 


| liabilities exceed assets, there bee vficiency, end the form of 


> eee is changed to Assets / Deficiency = Liabilities, as shown by 


, ‘ >» 
ye - on ss 4 ‘ ‘ 
\,> bad : ‘ 
fn 8 

Fale - 
4 } 
i ? 
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Statement in, ‘the preceding socticn, Sai aa. on ae ci ae on 


‘ tie Rone SV ey Ng Sg 4 ’ SEs eats ibe) 
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‘The Shae eacue of Abaatie! tabulation avid, Co pital given for Tone Smith ‘ny os ae 
be illustrated cal ee ee by means of the following: yee Sarl ac AMR 


. 


a a bigs ete i Pinion Meaney ae ah 4 (ati i aa 4 J ; 
Oe Cum ener et nt than 8 Re ee  Diabilitics 
(320, 000) ies ($5,000) 

eae . TEN AAO EY erage 


($15,000) 


This ropresciits ‘set of scales, There is equal weight on each end 9 9% 
and perfect balance is the, result.. This is the nommal condition of af 
fairs in every business and ig olways reflec ted by a ah entry’ set, one 
backs a iiium eDiets Ai s : ‘ ; cae 


id "Wt 34 - . ‘ X ; ee Po a 


 Polewing che: illustration, it ean bo seen ark "(1) aquad omounts i ae 
(weights ) may. be: added gn. cach aide, (2) equal amounts may be subtracted Doe 
fran each side, or (3) equal, smountes may be substit cuted or exchanged’ on:oné 
“side, without ‘destroying the | Sones The totais ‘on each side may increase 
‘or decrease, but will always remain equal. This simple mathematical, pring 

ciple uw sdorlica. double eee beokkecping and is rs explanation for the” 
‘that no business transaction corroctly'2 re ecorde dc a destroy the’ oquilibrh . 
originally ostabli shed. SrA eer Se GS: eae 


Double. entry Ricincogina is: ‘based! wpon ‘the. ‘pronisc that overy business’, 
transa Letion ‘is dual<in’ character; that -is, affects two or ore items’ of 
value. For example, if total asscts are incren wed by purchase of aocde 
eredit, or if. assets -are increased Pee Pee ‘cash eine cee 
iner >0a8C in liabilities. results. becau a debt HAs been incurred in fa 


the creditor. If an asset, such as. Pe kat of merchandise, is sold at 


profit so that the total anaes? are. increased. by the : amount of ‘such’ pr 
itis eappe ont that sone einoge (hen ‘be eee pers by the same dmoun wt. : 
am £ cash is used to. pay a deny, the ee duc creditors jy akan q 
ce reduced, or, tho decreaso in dssots is offset by a decrease in linbili 
Re, If assets are decreased by reason of Losses incurred or expenses a 
Bay! is decreased by ari equal omount. : 
ag Sanat may be made ott ‘one tian without affecting the 
4 Sie xorplc, if a custcner pays his account, the cannes mie 
os Eatet Accounts Receivable is dcvereased 2 like 


the. same; ie aie! liabilities plus capital. ee an ‘account. ee m 
closed, by giving a note pay igh thus changing the foxm of the liability 
not “the amount. op cee 


COUNTING 


"BAST. ELEN LDENTS ¢ OF Agi 


Text No. 1 


These examples have been given to illustrate the fact, that, regardless es: 
; of the nature of the transaction, simple or complex, a state of balance ani 
y must always exist in accordance with the fundamental equation of Assets = Fe 
Liabilities | Capital. ; : me 


: 11, OPERATING STATEMENT | ii ee 
4 eh ee 


§ Assume that at December 31, 1939, John Smith's books show that he owns 
a property and owes debts as follows, making his DrSpens net worth pl 175: 


; | . : John Smith 
Balance Sheet December 31, 1939 


Assets | Liabilities 


Cash 4 3,650 heenones Payable bees ar 675 | 
Government Bonds 2,000 Accrued Taxes - ‘ 150 va 
Accounts Receivable 5.900 | Mortgage Payable Se ardaad 5,000 is 
Merchandise Inventory 4,500 

Building (sano Net Worth 

Land | 2,500 John Smith, Capital $15,000 

Prepaid Insurance TS ites joke bet eet tt! a Ty 75-16175, 

7 $26 ,000 | 7 §26;,000 000 


Comparison of the statements of financial condition July 1 and December 
31 brings out the fact that assets have increased 6,000 and liabilities 
have increased $4,825; therefore, capital (the excess of assets over the 
liabilities) has increased by the net amount, $1,175. Assuming that Smith 
has fiot changed his investment in the business by withdrawing or contributing 
assets, this increase in capital must be due to profits from the business. — 


‘ 


Bras 7 % 
a 


In order to explain this increase in net worth from transactions, ac- 
ie - counts have been compiled during the six months' period to show the sources 
of income and the various costs and expenses incurred. This information is 
be presented for a trading concern in the income statement commonly called the 
Profit and Loss Statement or in the. case of an REA. cooperative by an operating 
statement. This statement shows the various f Sa eane in net worth because of 
‘business operations: 


John Smith 
Profit and Loss Statement | 
For the Period July 1 to Dec. 31, 1939 _ 


dil ees: of Goods Sold: 
_--- Merchandise Purchases | SBS DO le Fe : 
4 Less: Inventory December 31 See Aes ie +e 2BV650 
see Gross Profit on Sales $ 3,600 . 
fs 


et eB eS OLE S| 


AA ta panna Ki . ~ John Smith 
. (oa ee ca Profit and Loss Statement ote 


Gross Profit on Sales (brought forward) _ i $3600 mam 


_ Operating Expenses: 
| Salaries and Wages $ 1,075 | aah 
: Advertising | wan 850 ee 
‘Taxes nS ie 150 ae, 
| Depreciation of er iatne 125 
General Expenses | 325 


Net Operating Profit. 
Other Income: 


ee Interest on Bonds > 50 
Gash Discounts Taken ESO Nd eo 
Other Expense: | i eat Le Ne 
—-sInterest on Mortgage — | 150 | oan 


Net Profit for the Period 


to the principal iene of income and the costs and expenses ‘noua t 
the earning of this income. The statement above is a typical one for ac 
cern buying and ‘selling merchandise. . ae. 


“Notice how the. operating statement indicates changes in various assets — 
and liabilities, offsetting the changes in net worth. Assuming that no 
unusual: transactions have occurred, goods costing $13,150 were purchased 
_ evidently. on credit. inasmuch as accounts payable are now $4,675. The d 
ference of $8,475 probably was settled for $8,275 cash, eco of $2 
Brews been taken on certain payments. Goods on hand Nacemuee 31 are we 
$4,500, making the cost of goods sold $8,650. The selling price of th 
 . merchandise was $12,250 for which customers still cwe $5,900 and presi 
+ ‘have paid $6,350 in cash. Various expenses were paid, tax liability y 
accrued, and the building was estimated to depreciate $125 during th 
rat months! period. The procedure by which data are compiled regarding or 

ci pe financial condition will be fully oe and illustrated in sut 


